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OPI NI ON

This appeal is made pursuant to section 18593
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Chester A and
Mary E. Johnson agai nst a proposed assessment of addi-
tional personal incone tax in the anount of $3,064.70
for the year 1972.
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During the year in issue, appellants, the
owners of Turlock Pet Foods (hereinafter referred to as
"Turlock"), then a sole proprietorship, were residents
of Australia. Turlock did business in both California
and lowa, and was managed by M. Johnson (hereinafter
referred to as "appe!lant-husbandg from Australia
On their California joint nonresident personal incone
tax return, appellants determned their taxable incone
attributable to California sources by enploying a
fornula provided by Internal Revenue Code section
911(b), which allows a taxpayer, engaged in a trade or
busi ness in which both personal services and capital are
mat erial incone-producing factors, to exclude from gross
personal income up to 30 percent of his share of the net
profits of such trade or business as personal services
rendered by the taxpayer

In 1974, respondent issued its notice of pro-

posed assessnent notifying appellants that use of

I nternal Revenue Code section 911g»m@s | mproper for
uerses of calculating their California incone tax

lapbility, and that, to determne the portion of-their
proprietorship income attributable to california Ssources,
they were required to use the standard three-factor
fornula of property, payroll, and sales. (See forner
Cal. Admn. Code, tit. 18, reg. 17951-17954(d), subd.
(4), in effect for the year in question, but repealed
Aug. 8, 1976.) Respondent, in determ ning apPe | ants
California taxable 1ncome by the latter fornula, did not
include in the denom nator of the payroll factor any
anount to reflect the value of appel[ant-husband's per-
sonal services to Turlock. During the protest proceed-
ings, respondent proposed, for purposes of settlenent,
that if appellants coul d provide acceptabl e docunment a-
tion as to the value of appellant-husband's personal
services to Turlock during the year in issue, it would

i nclude that value, as an inputed wage, in the denom na-
tor of the payroll factor.

Appel | ants responded to respondent's settle-
ment proposal by indidating that their best estimate as
to the value of appellant-husband' s personal services to
Turlock I n 1972 was $60,000. This estimte was
apparent|y based upon his draws and salaries paid in
Kears subsequent to the year in issue and after Turlock

ad been incorporated.  Appel | ants, however, argued that
t he $60, 000 val ue they had attributed to appellant-
husband' s personal services should be excluded from
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apportionable income and that only the remai nder of
Turlock's net profits should be subject to apportionnent
under the three-factor formnula. Consequent |y,

appel lants contended, their oriyinal determination of
their California income had resulted in an overpaynent
of tax, and they requested that their letter in response
to respondent's proposal be recorded as a claim for

refund.  Appellants' [letter has been so recorded. and
respondent has wi thheld action on the claimpending the
outcome of this appeal. In the alternative, appellants

mai ntai ned that use of Internal Revenue Code section
911(b) as an alternative to the three-factor fornmula was
proper. After considering appellants' contentions,
respondent affirmed its proposed assessnent.

Revenue and Taxation Code section 17951 states
that the gross incone of nonresidents "includes only the
gross incone fromsources within this State.." In
addition, section 17954 provides, with regard to
nonresi dents, that "{[glross inconme from sources wthin
and without this State shall be allocated and
apportioned under rules and regulations prescribed by
the Franchise Tax Board." During the year in issue,
respondent's regul ations provideg, in pertinent part:

(3) If the business, trade or profession
carried on within this State is an integral
part of a unitary business carried on both
wthin and without the State, or if the part
wthin the State is so connected with the part
w thout the State that the taxable inconme from
the part within the State cannot be accurately
determ ned independently of'the part w thout
the State, the gross incone fromthe entire
busi ness, trade or profession nmust be reported.

. . .

The taxable income from sources within
this State subject to the tax inposed by the
| aw shoul d be determ ned by subtracting from
gross incone the deductions allowed by the |aw
(See Articles 6 and 7 of Chapter 3 (Sec. 17201
and follow ng) and the regul ati ons thereunder)
and by apportioning the remaining incone to
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sources within and without the State in the
manner described in (4) below

~ (4) Every nonresident who conducts a'
busi ness, trade or profession within and wth-
out the State of the character described in
(3% above, should acconpany his return with a
schedul e or statement showing: (a) the tota
val ue of real and tangible personal property,
(i) within the State, ﬁll) within and wthout
the State: (b) the total wages, salaries and

ot her conpensation for personal services per-
f or med (?E within the State, (ii) wthin and
without the State: (c) the total gross sales,

or charges for personal services performed (i)
vgthln the State, (ii) within and wthout the
t at e.

General ly, the amount of taxable incone.
froma business, trade or profession of the
character described in (3) above, which is
derived fromsources within the State may be
determ ned by taking that portion of the total
net income equal to the average percentage of
items (a)(i), (b)(i) and (c)(i) to itens
(a)(ii), (b)(ii) and (c)(ii) respectively, as
shown by the schedul e or statenent

acconpanying the return.

| f a nonresident taxpayer believes that
the taxabl'e inCoOme fromsources within this
State cannol _properly be determned by tnhe
above nmethod, Ne nmay, T0r the purpose of Nis
return, enpl oy another method. He shoul d,
nevertheress, TilTe the above schedul e or
statement and should also file a schedule or
statement explaining in detail the method

used. (Former Cal. Admin, Code, tit. 18, reg.

17951-17954(d4), subds. (3) and (4), repeal ed
Aug. 8, 1976.) (Enphasis added.)

_ Appel I ants. contend that the above enphasi zed
portion of former regulation 17951-17954(d), subdi vision
(4), permtted them to-employ an alternative method of
cal cul ating their taxable income attributable to
California sources since they believed that the standard
three-factor fornula'did not properly determne their
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California taxable income. Respondent, on the other
hand, argues that it is not bound to accept any such
alternative submtted by a taxpeyer and that it may
require a taanyer to determne )(ns California taxable
I ncone through use of the three-factor fornula.

We cannot agree with appellants” contention
that their subjective belief that the standardthree-
factor formula does not properly determine the proper
amount of their California taxable income is sufficient
to permit them to adopt an alternative method to calcu-
late such income. Such an interpretation would permt
every taxpayer subject to the regulation's provisions
to employ an alternative nethod of determning his
California taxable incone whether or not his subjective
belief that application of the three-factor fornula
| eads to an inproper calculation was reasonable.
Respondent would then find itself in the position of
having to ascertain if the nultitude of variously
adopted alternatives properly determ ned their authors'
Cal i1 fornia taxable inconme. Respondent's regulation
cannot be interpreted to have intended to inpose such an
adm ni strative burden.

As previously noted, respondent expressed a
willingness to include in the denominator of the payroll
factor an imputed wage to reflect the value of appel-=
lant-husband% personal services to Turlock during the
year in issue. Despite numerous opportunities to do so,
however , appellants failed to produce any evidence from
which such a valuation could be made. It is well estab-
|ished that the burden is on the taxpayer to present
conpetent and credi bl e evidence as to the issues in
dispute. (Cf. Banks v. Conmmi ssioner, 322 F.2d 530 (8th
Gr. 1963); Estate of-Abert Rand, 28 T.C. 1002 (1957).)
Appel lants" TaiTure or refusal to produce any such evi-
dence bears heavily agai nst them (Hallev. Commis-
sioner, 175 F.2d 500 (24 Cir. 1949), cert. dén., 338
U.S. 949 [94 L.Ed. 586] (1950) ; Appeal of Janice Rule,
Cal. St. Bd. of Equal., Oct. 6, 1T976.) Under these
circumstances, we nust sustain respondent's
determ nation that a?pellants | mproperly enployed an
alternative method of calculating their California
taxabl e income as well as its action in denying
appel lants the inclusion in the payroll factor
denom nator of an inputed wage reflecting the value of
aﬁpellant_-hu_sband's personal services to Turlock during
the year in issue.
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Appel lants:. final argument is that the val ue
of agpellant-husband's service, performed in Australia
for Turlock shoul d be excluded fromthe gross incone of
the business for the purposes of fornmer regulation
17951-17954(d). During the year in issue, respondent's
regul ations provided that taxable income from California
sources was to be determned by subtracting from gross
income the deductions allowed by sections 17201-17266,
inclusive, of the Revenue and Taxation Code and the
regul ations thereunder,. and by apportioning the remain-
Ing income to .sources Wi thin and wthout California
using the standard three-factor formula unless use of an
alternative apportionnent fornula was proger. (For mer
Cal . Admn. Code, tit. 18, reg. 17951-17954(d), subds.

. (3) and (4), repeal ed Aug. 8, 1976.) Appellants
contention that the value of a sole proprietor's

services to his sole proprietorship should be deducted
fromthe gross income of the business is not supported
either by the above referenced code sections or the
regul ations pronul gated pursuant thereto. Furthernore,
it runs counter to subdivision (3) of former regulation
17951 = 17954(d) which provided that "the gross Income
fromthe entire [unitary] business ... be reported.”

e Appellants contend that current regulation
17951-17954(d), subdivision (6), inplies that such an
exclusion is proper. This regulation, however, is
i napplicable to any years prior to January 1, 1976,
and therefore is irrelevant to the instant appeal. In
any event, that regulation, which provides, in part,
that 60 percent of the net incone of a nonresident sole
proprietor engaged in certain professions shall be
deened conpensation paid to an enployee for inclusion
in the payroll factor, would not supPort appel | ant s’
position even had it been in effect Tor the year in
Issue. As it pertains to sole proprietors, it is-
rel evant only ftor those individuals engaged in
professions in which capital is not a naterial income
producing factor. Capital is a material incone
producing factor in appellants' pet food business.
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ORDER

Pursuant to the views expressed i n the opinion
of the board on file in this proceeding,, and good cause
appearing therefor,

IT | S HEREBY ORDERED, ADJUDGED AND. DECREED,
pursuant to section 18595 of the Revenue and Taxati oh
Code, that the action of the Franchise Tax- Board on the
protest of Chester A and Mary E. Johnson against a
proposed, assessment of additional personal income tax
in the amount of §3,064.70 for the year 1972, be and
the sane i s hereby sustained.

Done at Sacranento, California, this 29th day
of July , 1981, by the state Board of Equalization.
with Board Members M. Dronenburg, Mr. Reilly, Mr. Bennett
and M. Nevins present.

Ernest J. Dronenburg, Jr. , Chairman
CGeorge R Reilly - | Member
- : > - — = R
William ?|. Bennett » Member
Ri ch ' o
chard Nevins N Menber
+ Member
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